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Family Dollar Stores, Inc. and Subsidiaries

Financial ﬁghﬂﬁghﬁtg

August 28, August 30, Percentage
Years Ended (In thousands, except per share amounts) 2004 2003 Change
Net sales $5,281,888 $4,750,171 11.2%
Cost of sales 3,496,278 3,145,788 1.1
Gross margin 1,785,610 1,604,383 11.3
Selling, general and administrative expenses 1,371,395 1,214,658 129
Income before income taxes 414,215 389,725 63
Income taxes 151,530 142,250 6.5
Net income $ 262,685 S 247475 6.1
Net income per common share—basic $ 1.54 S 1.44 69
Net income per common share—diluted S 1.53 S 143 7.0
Dividends declared $ 56,077 $ 49890 12.4
Dividends declared per common share $ .33 S 29 138
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INITIATIVE

To better meet the needs of our custorzers
and to ﬁmprmf@ our @p@m‘fﬁﬁmg p@ﬁ“f@fﬁi@‘ﬂ@

On the cover, Marjorie, a Store Manager of a typical urban store in Brooklyn, New York, is
confident that she and her team are successfully executing the Company's initiatives to
provide great value to their customers through a combination of convenience and everyday

low prices.

Customers: Family Dollar customers know they can count on us to help them save dollars
on a tight budget and time on a busy schedule. Initiatives being implemented this year will

only add to the value Family Dollar has offered for the last forty-five years.

Merchandise: Investments are being made in a number of key initiatives—the cooler program,
the urban initiative and “treasure hunt” merchandise—that will be the growth engines to

drive sales in existing stores.

Stores: As the urban initiative is rolled out to urban markets, and as Family Dollar continues
to open large numbers of new stores in metropolitan areas, this initiative will be a major

contributor to Family Dollar's continued long-term profitable growth.

Supply Chain: Efficiencies in the supply chain again this year will play a strategic role in the

success of Family Dollar’s key initiatives.

Locations: Family Dolfar is taking the initiative with plans to open 500 to 560 new stores this year.

Family Dollar Stores, Inc. 1




To Qur Shareholders

In fiscal 2004, Family Dollar reported
the highest sales and earnings in our
Company'’s forty-five year history. We are
disappointed, however, that in a difficult
economic environment for Family Dollar’s
low and low-middle income customer
base, we did not achieve our targeted
financial performance. The economic
health of our customer base continues
to be uncertain. In this environment, as
noted on the cover page of the Annual
Report, in fiscal 2005, we are “Taking the
Initiative” and making strategic invest-

ments in our business to improve our
Company’s operating performance.

Highlights of Fiscal 2004

Sales in fiscal 2004 increased 11.2% and
net income increased 6.1%. The sales gain
was attributable primarily to the opening
of 500 new stores. Good progress was
made in the implementation of the multi-
year “Store of the Future” project, including
infrastructure investments so that our
customers are able to use PIN-based debit
cards in our stores. We also completed the
strategic assessment, concept testing and
development of implementation plans for
urban and cooler programs that will be
key initiatives in fiscal 2005. The Company
maintained its strong financial position in

2
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fiscal 2004 with no debt on the balance
sheet, even with the repurchase of 5.6
million shares of our Common Stock at
a cost of $176.7 million. Cash dividends
declared per share of Common Stock
increased by 13.8% —the 28th consecutive
year of cash dividend increases.

Fiscal 2004 Operating Results

Sales for the fifty-two weeks in the fiscal
year ended August 28, 2004 were $5,2819
million, or 11.2% above sales of $4,750.2
million for the fifty-two weeks in the fiscal
year ended August 30, 2003. Net income
was $262.7 million for fiscal 2004, or 6.1%
above net income of $2475 million for
fiscal 2003, and net income per diluted
share increased to $1.53 from $1.43

In a challenging retail sales environ-
ment, in fiscal 2004, sales in existing stores
increased approximately 1.9%. This
included an increase of about 3.2% in
sales of hardlines and a decrease of about
25% in sales of softlines. The average
transaction increased about 0.9% to $8.95,
and the customer count, as measured by
the number of register transactions in
existing stores, increased about 0.7%.

During fiscal 2004, sales in existing
stores of food, household chemicals,
paper products and health and beauty
aids, the primary components of hardlines
consumable merchandise, increased in
the mid sing'e digits. To better meet the
needs of customers, we continued to
adjust the merchandlise selection in our
stores, and introduced an expanded
assortment of hardlines consumables.
Many of the new offerings are name
brand products offering great value to
customers who must stretch their limited
disposable income. The selection of
nationally advertised brand merchandise
continues to grow and, in fiscal 2004,
accounted for 36% of sales.

While customers bought hardlines
consumables that they need week-in and
week-out, sales in existing stores of hanging
apparel and shoes, domestics, giftware
and seasonal goods, which are more
discretionary purchase categories, were
less than in fiscal 2003. With these below
plan sales and the shift in the merchandise
mix to more lower profit margin consum-
ables and less higher profit margin




discretionary goods, we did not achieve
the double-digit increases in earnings that
our Company has recorded consistently

in prior years. The initiatives we are
implementing in fiscal 2005 are designed
to drive top-line sales growth and restore
our earnings to more traditional levels,

Fiscal 2005 Outlook

Family Dollar's financial strength permits
us to continue to invest in our Company’s
future. Investments in fiscal 2005 will focus
on four key initiatives:

+ Urban initiative—We are investing in
process changes, technology and people
to improve the operating performance
of more than 1,000 high-volume stores in
thirty large metropolitan markets. This
initiative is being rolled cut in waves, with
approximately 250 stores to be impacted
in the first quarter. It incorporates a
number of “Store of the Future” compo-
nents, including an automated hiring
process and organizational changes
to support a more mobile and flexible
workforce.

“Treasure Hunt” Merchandise—Family
Dollar’s basic assortment of merchan-
dise is being supplemented by addi-
tional opportunistically purchased goods.
These goods are designed to create
more excitement in the stores through-
out the year, with particular emphasis
on the holiday season.

Coolers—Beginning in January 2005,
coolers for perishable food will be installed
in selected stores. By the end of the fiscal
year in August 2005, the current plan is
to have coolers in approximately 500
stores. We also plan to begin implemen-
tation by fiscal year-end of new point-of-
sale software to facilitate the acceptance
of food stamps in stores with coolers,
simplify cashier training and speed up
checkout processes.

New Stores—Family Dollar’s aggressive
store opening program is continuing.
Current plans are to open 500 to 560
stores and close 60 to 70 stores, resulting
in about 8% to 9% net new store growih
and 9% to 10% net square footage growth

“...in fiscal 2005, we are ‘Taking the Initiative’ and making

strategic investments in our business to improve our

Company’s operating performance.”

Jam particularly excited about our
urban initiative. Urban markets are our
focus as over two-thirds of consumer
spending in the United States occurs in the
top 50 metropolitan markets. The inner
city tends to be the most underserved
retail space in America. Our urban stores
already produce the highest sales of any
type of market we are in; but with the
competitive advantage we have with our
everyday low prices and our convenient
neighborhood format, we are convinced
that there are great opportunities in
urban markets for substantially higher
sales and better returns. We have a large
and growing base of urban stores and
that focus will continue in fiscal 2005. Most
importantly, many action items in the
initiative will, over time, be applicable and
beneficial to our non-urban stores.

As a merchant, | also am excited about
the “treasure hunt” merchandise being
added to Family Dollar’s assortments. We
have not been satisfied with our sales
during the last two holiday seasons. After
extensive analysis, we are making a
number of changes in our approach to
this important retail sales period. We have
accelerated the flow of seasonal merchan-
dise and expect this to result in improved
presentations in our stores. Another
change is the addition of an advertising
circular. Last fiscal year, we had just one
circular that was distributed in December.
This fiscal year we will again have one
circular in December, but it will feature
more special purchases that should bring
traffic to the stores. To generate additional
sales, this year we also distributed a circular
in early November. The introduction of
“treasure hur]t” merchandise, together
with the more aggressive advertising,
should spur holiday season sales. And the
"treasure hunt” will continue throughout
the year with additional opportunistically
purchased goods in our stores.

The installation of coolers for the sale
of perishable food is another key initiative
that will drive top-line growth. Offering
perishable food, like milk, eggs and bread,
at highly competitive prices is consistent
with Family Dollar’s value proposition
combining everyday low prices with the
convenience of small stores located in our
customers’ neighborhoods. investments
will be made this fiscal year so that we
can have about 500 stores with coolers by
August 2005, and the current planis to
aggressively roll out coolers to a majority
of our storesin future years.

The fourth initiative—opening 500 to
560 new stores—continues Family Dollar’s
aggressive store expansion program that
produced 500 new store openings in fiscal
2004 and added more than 2,000 stores to
the chain in the last five years. The appeal
of our merchandising concept to a
growing base of consumers gives Family
Dollar the opportunity to continue our
rapid expansion.

As fiscal 2005 begins, we are making
substantial investments to implement
these initiatives in an economy that
continues to be difficult for our low and
low-middle income customer base, While
we are hopeful that energy prices wil}
decreasg, job creation numbers will
increase and the economic health of our
customer base will improve, these are
issues we do not control. By “Taking the
Initiative” we are addressing issues we do
control. Regardiess of the economy, we
are convinced that by focusing on these
initiatives we will improve our Company's
operating performance and position
Family Dollar for continued long-term
profitable growth.

Usirnd R Formk

Howard R. Levine
Chairman of the Board and
Chief Executive Officer

November 2004
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INITIATIVE

To provide a shopping experience Witb added value
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During Family Dollar’s forty-five year history, we have never strayed from our commitment to
better serve our customers through a combination of canvenience and everyday low prices.
By focusing on convenience and low prices, we provide value to our customers, and every
initiative we undertake is designed to enhance their shopping experience and add to this value.

Key initiatives this year include the opening of 500 to 560 new stores located in the neighbor-
hoods of our fow and low-middle income customer base. The relatively small size of the stores
permits us to open starefront locations in urban markets where larger buildings with spacious
parking areas may not be available. The store size also gives us the flexibility to open in free-
standing structures in small towns and rural areas as we do not need a large population base
to suppart a successful store.

Convenience to our customers means more than neighborhood locations—it also is having
shelves stocked with the nationally advertised brand merchandise they want. In recent years,
our selection of food, household chemicals, paper products and health and beauty aids has
been expanded to better meet our customers’ needs for first quality, low-priced basic goods.
As another key initiative that adds to their convenience, this fiscal year our Company plans to
install coolers for the sale of perishable food in about 500 stores as the first stage of a current
plan to eventually roll out coolers to most stores.

Convenience also means offering customers a choice in the method of payment. Last year we
began accepting debit cards in our stores and by the end of this fiscal year, we expect to begin
accepting food stamps in selected stores with coolers.

To provide exceptional value to our customers, we offer everyday low prices as well as
convenience. Today’s economy remains challenging for low and low-middle income consumers.
Through extensive consumer research, we hear over and over that now more than ever
customers need our everyday low prices to stretch their limited disposable incomes. Family
Dollar customers know they can count on us to help them save doflars on a tight budget and
time on a busy schedule Initiatives being implemented this year will only add to the value
Family Dollar has offered for the last forty-five years.
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To invest in merchandise programs to increase sales

To produce long-term sustainable growth in sales and earnings, Family Dollar has consistently
invested in improving our processes, developing our employee base and effectively leveraging
technology. Qver the years, these investments have produced some of the best returns in retail
In the last year, our Company's low and low-middle income customer base has been challenged
by a difficult economy marked by rising energy costs and sluggish growth in jobs and real
income, and Family Dollar's sales growth has slowed.

The prospects for improvement in the economic health of our customer base in the near
term are uncertain and beyond our control. In this environment, Family Dollar continues to
invest in our business and, in fact, is accelerating the pace and level of investments. The aggressive
level of investment is designed to generate sales growth in existing stores even if the economy
remains unfavorable for our customers. ’

Investments are being made in a number of key initiatives that will be the growth engines to
drive sales in existing stores. The largest investments this year are in the urban initiative which
is expected to improve the sales and operating performance of more than 1,000 high-volume
stares in thirty major metropolitan markets. This initiative is described in more detail on page 8
of this Annual Report.

A second key sales initiative is the introduction of additional opportunistically purchased
goods to supplement our basic assortment of merchandise. Customers rely on Family Dollar
year-round for basic consumabiles, including an ever-increasing selection of nationally advertised
brand merchandise. They also traditionally have enjoyed the “treasure hunt” aspect of the
merchandise mix in categories such as giftware, toys, electronics and seasonal goods. These
offerings create excitement for their current shopping experience and enthusiasm for their next
visit. The mix has shifted to more basic consumables in recent years, and the “treasure hunt”
merchandise now being added is designed to recapture some of that excitement. These goods
will be found in the stores year-round and should particularly spur holiday season sales.

The expansion of the food assortment through the installation of coolers for the sale of
perishable foods, like milk and eggs, is another new sales initiative. Coolers present a strategic
opportunity to provide shoppers with more cf the goods they need in convenient neighborhood
locations. Investments in the cooler program, the urban initiative and "treasure hunt” merchan-
dise provide the foundation for increased sales and long-term profitable growth.
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To improve the operating performance of urban stores

Family Dollar has operated successfully in urban markets since the first store opened in Charlotte
forty-five years ago. About 35% of the more than 5,500 stores now in operation are located in
metrapolitan areas. These urban stores already produce the highest level of sales of any type
of market we are in and provide good returns on our investments.

The reasons for these results—and for why urban markets are so attractive to Family Dollar—
are clear. The fifty largest metropolitan markets are the source of two-thirds of all consumer
spending in the United States, with inner cities being the most underserved retail space in
America. In these markets, Family Dollar has a competitive advantage with everyday low pricing
and a small-store format providing flexibility to open large numbers of stores in convenient
neighborhood locations. With this competitive advantage, we are convinced that there are
great opportunities for even higher sales and better returns

To realize these opportunities, Family Dollar is launching the urban initiative. This initiative
recognizes that the operation of small urban stores with high sales volumes presents unique
challenges. The four primary components of the initiative are designed to address the challenges.
The components include:

¢ 3 new organizational structure providing a more flexible and supportive workforce that
is prepared to deal in a timely and efficient manner with store-level issues as they arise;

» increased assistance in the areas of human resources to improve staffing and training, loss
prevention to control shrinkage, and logistics to flow large guantities of merchandise to
stores in a manner that maintains high in-stock positions without creating cluttered aisles;

» targeted store-specific increases in payroll hours to address peak sales periods, store
recovery and restocking of merchandise; and

¢ implementation of "Store of the Future” technology, including an automated hiring
process and a new store portal and systems infrastructure to improve communications
between the Corporate Office and stores and provide the foundation for computer-
assisted training.

During the current fiscal year ending in August 2005, we expect to implement the urban
initiative in thirty of the largest metropolitan markets in the United States covering more than
1,000 stores. As the urban initiative is rolled out to these and other urban markets, and as Family
Dollar continues to open large numbers of new stores in metropolitan areas, this initiative will be
a major contributor to Family Dollar’s continued long-term profitable growth.
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INITIATIVE
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Initiatives to enhance supply chain efficiencies support Family Dollar’s value initiative, sales
initiative and urban initiative.

Moving goods efficiently from our supply partners through our distribution centers to our
stores and then into shoppers' hands helps keep expenses down so we can offer exceptional
merchandise values. At a time of rapidly escalating fuel costs, efficiencies to control costs are
of particular importance. Family Dollar has implemented a new Web-based transportation
management system that has improved the visibility and cost control for both import and
domestic freight movement. This system will be further enhanced with a bid optimization tool
that will permit us to identify the lowest cost alternative for freight being shipped to our
distribution centers. )

Another initiative to control costs and add value for customers is the continued expansion
of our modern and efficient distribution facility network. Of seven distribution centers currently
operating, five have opened since 1998. Activities in these state-of-the-art facilities are directed
by an advanced software system. Flow-through distribution technigues and engineered labor
standards have been instrumental in producing significant annual increases in distribution
center productivity.

The scheduled opening of our eighth distribution center in Marianna, Florida, in early 2005,
will drive further productivity gains. This distribution center also will significantly reduce the
current average shipping distance to southeastern stores and help us mitigate rising fuel costs.

The expansion of our distribution network is continuing as we are analyzing prospective sites
for our ninth facility. This distribution center will be located in the northeast to support rapid
store growth in that area, including many locations in large urban markets. Construction is
expected to begin in the spring of 2005, with anticipated operation of the facility by the summer
of 2006.

Supply chain efficiencies also play an important role in our sales and urban initiatives. The

Distribution Center in
Marianna, Florida
under construction

additional opportunistically purchased “treasure hunt” merchandise will be shipped to the

stores in quantities based on a demand based allocation software system for
seasonal and fashion merchandise. This allocation package, together with a
related system for the automatic replenishment of basic goods, helps keep our
stores in an optimum merchandise in-stock position white reducing markdowns
and improving inventory turnover.

Finally, one of the main objectives of the urban initiative is to utilize supply chain
tools to flow large quantities of merchandise to high sales volume, small urban
stores in a manner that keeps the stares in stock with goods without burdening
them with excess merchandise, Efficiencies in the supply chain again this year will

play a strategic role in the success of our Company's key initiatives.

10 2004 Annual Report
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Since opening the first store in Charlotte 45 years ago, Family Dollar has expanded rapidly from
its base in North Carolina. During the past ten fiscal years, 3,251 new store locations have been
added to the chain, representing nearly 60% of the stores in operation. The 500 stores added
in fiscal 2004 include 76 in Texas, 36 in Michigan, 26 in Florida, 25 in both Ohic and iltinois and

23 in Georgia.

More than 5,500 Family Dollar stores operate in 44 states and in the District of Columibia,
ranging from as far northwest as Idaho, northeast to Maine, southeast to Florida and southwest
to Arizona. Store expansion will continue to play a major role in Family Dollar's profitable growth,
and both existing and new markets offer great opportunities for expansion.

During the current fiscal year, Family Dollar plans to open 500 to 560 stores and close 60 to 70
stores, bringing the number of stores in operation to between 5,896 and 5,966 by the Company’s
fiscal year-end on August 27, 2005.
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Family Dollar Stores, Inc. and Subsidiaries

Mamag@m@m% Discussion and AnaﬂysﬁS off
Financial Condition and Results of Operations

This discussion summarizes the significant factors affecting the
consolidated results of operations and financial condition of the
Company for the fiscal years ended August 28, 2004 and August 30
2003. This discussion should be read in conjunction with the
Consolidated Financial Statements and Notes to Consolidated
Financial Statements included in this Annual Report.

'

Net Sales

Net sales increased approximately 11.2% ($531.7 million) in fiscal
2004 compared with fiscal 2003, and approximately 14.1% ($587.5
miflion) in fiscal 2003 compared with fiscal 2002. The increases

in fiscal 2004 and fiscal 2003 were attributable to increased sales
in existing stores (stores open more than 13 months) and sales
from new stores opened as part of the Company's store
expansion program.

Sales in existing stores increased approximately 19% as
compared with fiscal 2003. Sales of household chemicals, paper
products, food, and health and beauty zids, the primary
components of hardlines consumable merchandise, increased
in the mid-single digits. In a difficult economic environment for
the Company’s low and low-middle income customer base,
sales in existing stores of hanging apparel and shoes, domestics,
giftware and seasonal goods, which are more discretionary
purchase categories, were less than in fiscal 2003. In fiscal 2004,
the customer count, as measured by the number of register
transactions in existing stores, increased approximately 0.7%,
and the average transaction increased approximately 0.9% to
$8.95. Increased sales of hardlines merchandise have been the
primary contributor to the overall sales increases, with hardlines
sales increases in existing stores of approximately 3.2% in fiscal
2004. Hardlines as a percentage of total sales increased to
approximately 77.7% in fiscal 2004 compared to approximately
76.7% in fiscal 2003. Softlines as a percentage of sales decreased
to approximately 22.3% in fiscal 2004 (with hanging apparel and
shoes representing ancut 11.8%, basic apparel 4.1% and
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domestics 6.4%) compared to approximately 23.3% in fiscal 2003
(with hanging apparel and shoes representing about 12.4%,
basic apparel 4.4% and domestics 6.5%). Softline sales, which are
primarily discretionary, decreased approximately 2.5% in existing
stores in fiscal 2004. The Company distributed one advertising
circular in both fiscal 2004 and 2003.

Sales in existing stores increased approximately 3.8% in fiscal
2003 as compared with fiscal 2002. Sales of hardlines consumable
merchandise again were stronger than sales of more discretion-
ary merchandise. In fiscal 2003, the customer count increased
approximately 1.9% and the average transaction increased approx-
imately 16% to $8.87 Existing store hardlines sales increased
approximately 4.3% and softlines sales increased approximately
21%. The Company distributed one advertising circular in fiscal
2003 and two advertising circulars in fiscal 2002.

Hardlines merchandise includes primarity household chemical
and paper products, health and beauty aids, candy, snack and
other food, electronics, housewares and giftware, toys, school
supplies, hardware and automotive supplies. Softlines merchan-
dise includes men's, women's, boy’s, girl's and infant’s clothing
and accessories, shoes, and domestic items such as blankets,
sheets and towels,

During fiscal 2004, the Company completed the strategic
assessment, concept testing and development of implementa-
tion plans for additional investments in its urban initiative and a
cooler program for perishable food. The urban initiative in fiscal
2005 includes investments in process changes, technology and
people to improve the operating performance, including sales,
of more than 1,000 stores in thirty large metropolitan markets.
Approximately 250 stores are expected to be impacted in the first
quarter. Under the cooler program, beginning in January 2005,
coolers are expected to be installed in selected stores. By the end
of the fiscal year on August 27, 2005, the Company plans to have
coolers installed in approximately 500 stores. The Company also
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plans to begin implementation by fiscal year-end of new point-of-

sale software to facilitate the acceptance of food stamps in stores
with coolers, simplify cashier training and speed up checkout
processes. These programs, together with the introduction of

additional opportunistically purchased goods available through-

out the year, with particular emphasis on the holiday season, and
the addition of one advertising circular in November 2004, should
contribute to an increase in sales in existing stores in fiscal 2005.
The Company currently expects that sales in existing stores will
accelerate from the 0.7% increase in the fourth quarter of fiscal

2004 to increases in the 3% to 5% range by the end of fiscal 2005.

Summary of Selected Financial Data

During fiscal 2004, the Company opened 500 stores and
closed 61 stores for a net addition of 439 stores, compared with
the opening of 475 stores and closing of 64 stores for a net
addition of 411 stores during fiscal 2003. Of these new store
openings, 79 of the properties are owned by the Company,
and the balance of the properties are leased. The Company's
focus on urban markets has contributed to the strong sales
performance of new stores, but the lead times continue o be
less predictable and longer for opening urban stores verses non-
urban stores, including longer time for the permitting process
and the completion of leasehold improvements and new

August 28, August30, August31, September1,  August 26,
Years Ended (In thousands, except per share amounts and store data) 2004 2003 2002 2001 2000
Net sales $5,281,888 $4,750,171  $4,162,652 $3,665,362 §3,132,639
Cost of sales and operating expenses 4,867,673 4,360,446 3,821,031 3,366,940 2,861,728
Income before income taxes 414,215 389,725 341,621 298,422 270,911
Income taxes 151,530 142,250 124,692 108,917 98,894
Net income 262,685 247475 216,929 189,505 172,017
Earnings per common share:

Net income® $ 153 $ 143§ 125 S 1.10 S 1.00
Dividends declared $ 56,077 § 49890 S 44106 $ 40,352 $ 36,858
Dividends declared per common share $ 33 S 29 S 2%% S 23% S 214
Total assets $2,167,422 $1985,695 $1,754,619 $1,399,745 $1,243,714
Working capital $ 511,757 $ 561,761 S 525079 S 416971 $ 338,655
Shareholders' equity $1,360,400 $1,310,969 51,154,948 $ 959,015 § 797964
Stores opened 500 475 525 502 406
Stores closed (61) (64) (50) (50) (41)
Number of stores—end of year 5,466 5,027 4616 4141 3,689
(1) Figures represent diluted earnings per common share

6.66
557
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(dollars)
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Family Dollar Stores, Inc. and Subsidiaries

Manag@memt’g Discussion and AmaﬂySﬁS off
Financial Condition and Results of Operations (continued

construction. The sales performance of new stores (stores open
13 months or less) was equal to approximately 96% of the chain
average sales per store in both fiscal 2004 and fiscal 2003. The
Company also expanded or relocated 79 stores in fiscal 2004,
compared with 103 stores that were expanded or relocated in
fiscal 2003. In addition, approximately 116 stores in fiscal 2004 and
42 stores in fiscal 2003 were renovated. The Company currently
plans to open approximately 500 to 560 stores and close approxi-
mately 60 to 70 stores in fiscal 2005 resulting in approximately 8%
t0 9% net new store growth and 9% to 10% net square footage
growth. To achieve this target, the Company has retained real
estate brokers in certain major metropolitan areas and also has
added personnel to its Real Estate Department. Urban markets
will continue to be the focus with approximately 60% to 65% of
the new stores expected to open in urban areas. The Company
also currently expects 1o renovate an additional 110 stores and
expand or relocate approximately 45 stores in fiscal 2005. Store
opening, closing, expansion, relocation and rencvation plans are
continuously reviewed and are subject to change.

Cost of Sales and Margin

Cost of sales increased approximately 1119 ($350.5 million) in
fiscal 2004 compared with fiscal 2003, and approximately 13.7%
($379.1 million) in fiscal 2008 compared with fiscal 2002. These
increases primarily reflected the additional sales volume in each
of the years. Cost of sales, as a percentage of net sales, was 66 2%
in both fiscal 2004 and fiscal 2003 and 66.5% in fiscal 2002. The
percentage was favorably impacted in fiscal 2004 by approxi-
mately 0.1% of sales due to a change in the treatment of certain
vendor allowances in conformity with a recent accounting
pronouncement. This change will not impact the comparability
of future years. Lower merchandise markdowns also favarably
impacted the percentage in fiscal 2004. A slight increase in
markdowns in the first quarter of fiscal 2004 was more than
offset by lower markdowrss in the remaining quarters. The
decrease in the cost of sales percentage in fiscal 2004 due to this
accounting change and lower markdowns was offset by a shift in
the merchandise mix to mere lower margin basic consumables
and relatively less sales of higher margin discretionary merchan-
dise. The cost of sales percentage in fiscal 2004 was also nega-
tively impacted by increased shrinkage and increased freight
costs due to higher fuel expense. The Company is addressing the
issue of shrinkage by implementing new loss prevention reports
that provide more visibility to store level issues and by adding
personnel to its Loss Prevention Department. In addition, as part
of its urban initiative, the Company is modifying its field man-
agement structure to increase management presence and the
frequency of inspections in its urban markets. The cpening of
the eighth distribution center in January 2005 will reduce the
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average distance between the stores and a distribution center
and that reduction is expected to offset, to some degree, the
higher fuel costs.

The decrease in the cost of sales percentage for fiscal 2003
was due primarily to improved initial margins, the favorable
impact of supply chain initiatives, including the opening of the
seventh full-service distribution center, and the implementation
of a transportation management system.

For fiscal 2005, the Company's plan is for the cost of sales
percentage to increase as compared to the percentage in fiscal
2004 due to the continuing effect of the shift in the merchandise
mix to more lower margin basic consumables, rising fuel costs
and increased shrinkage. These impacts should be most pro-
nounced during the first half of the fiscal year and the shrink
initiatives and new distribution center are expected to mitigate
these impacts during the second half of the fiscal year.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased approxi-
mately 12.9% ($156.7 million) in fiscal 2004 compared with fiscal
2003, and approximately 15.2% ($160.4 million) in fiscal 2003
compared with fiscal 2002. The increases in these expenses
primarity were attributable to additional costs arising from the
continued growth in the number of stores in operation and the
continued ramp-up of the seventh distribution center. As a
percentage of net sales, selling, general and administrative
expenses were 26.0% in fiscal 2004, 25.6% in fiscal 2003 and
253% in fiscal 2002. The increase in selling, general and adminis-
trative expenses as a percentage of net sales for fiscal 2004 was
due primarily to below plan sales which negatively impacted the
Company's ability to leverage its cost structure. In addition, the
effect of the change in treatment of certain vendor allowances
mentioned previously (approximately 0.1% of sales) negatively
impacted expense leverage. This change will not impact the
comparability of future years. Continued increases in insurance
costs, primarily workers” compensation (approximately 0.1% of
sales), and increased rent (approximately 0.1% of sales) also
adversely impacted expense leverage. The workers’ compensa-
tion cost increase is due in large part to the continued growth in
the number of associates and to an increase in the average claim
amount primarily due to medical cost increases. While the
Company is aggressively working to reduce the frequency and
severity of claims through corporate preventative initiatives,
those costs are expected to continue to increase faster than
salesin the near term. The rent increase related in part to the
Company’s opening of more build-to-suit and other new store
construction. The increase in the selling, general and admini-
strative expense percentage of sales for fiscal 2004 was offset
slightly by a reduction in bonus costs (approximately 01% of




sales) as the Company did not reach the earnings target necessary
for payment of full bonuses.

The increase in the selling, general and administrative expense
percentage of sales for fiscal 2003 was due primarily to increased
insurance costs (primarily workers' compensation) and legal
related costs. In addition, the loss of planned sales due to opening
of a lesser number of new stores than originally planned also
adversely impacted expense leverage. This was offset slightly by
the elimination of an advertising circular distributed in fiscal 2002.

For fiscal 2005, the Company's plan is for the selling, general
and administrative expense percentage to sales to increase as
compared to the percentage in fiscal 2004. The Company
expects the funding of its various growth initiatives as previously
mentioned to negatively impact its expense leverage for the
year by approximately 0.4% of sales. In addition, increases in
insurance and rent may also negatively impact expense leverage
depending, in part, on the sales benefit of new programs.

Income Taxes
The effective tax rate was 36.6% in fiscal 2004, and 36.5% in both
fiscal 2003 and fiscal 2002. For fiscal 2005, the Company's plan is
for the effective tax rate to increase slightly compared to the rate
in fiscal 2004 due to the effect of changes in state income taxes.
Based on the above plans for sales, cost of sales, selling,
general and administrative expenses and tax rate, the Company's
current plan is for net income per diluted share of Common
Stock in fiscal 2005 to increase in the 4% to 6% range.

Liguidity and Capital Resources

The Company has consistently maintained a strong liquidity
position. Cash provided by operating activities during fiscal 2004
was $375.9 million as compared to $301.8 million in fiscal 2003 and
$412.7 million in fiscal 2002. These amounts have enabled the
Company to fund its reqular operating needs, capital expendi-
ture program, cash dividend payments and any repurchase

of the Company's Common Stock. In addition, the Company
maintains $200 million of unsecured revolving credit facilities
with banks for short-term financing of seasonal cash needs. One
hundred million dollars of the facilities expires on May 26, 2005
and the remaining $100 million expires on May 31, 2009. The
Company had no borrowings against these facilities during fiscal
2004. There were no long-term borrowings during fiscal 2004,
2003 or 2002.

Merchandise inventories at August 28, 2004 increased 14.7%
over the level at August 30, 2003. This increase was due to
additiona! inventory for 439 net new stores and the accelerated
flow of seasonal merchandise as part of the program to improve

store level presentations and sales during the holiday period by
smoothing the workflow in the stores and distribution network.
As aresult of conservative planning and the curtailment of some
planned purchases, out-of-season apparel inventories were
approximately 8% lower on a per store basis than at the end of
fiscal 2003. With a more aggressive holiday seasonal sales plan
this year, the Company expects inventories per store to continue
at higher year over year levels through the end of the first quarter
of fiscal 2005, but the plan is for inventories to return to more
normal levels by the end of the second quarter of fiscal 2005.

The slight decrease in capital expenditures to $218.1 million in
fiscal 2004 from $219.8 million in fiscal 2003 primarily was due to
the fact that substantially more expenditures were incurred in
fiscal 2003 to complete construction of the seventh distribution
center than were incurred in fiscal 2004 to begin construction of
the eighth distribution center. Capital expenditures for fiscal 2005
are expected to be approximately $270 million, which primarily
represent estimated expenditures for new store expansion,
including construction of an increased number of stores, existing
store expansion, relocation and renovation, the completion of
construction of the eighth distribution center and start of
construction of the ninth distribution center, expenditures
related to store-focused technology infrastructure and the
implementation of a cooler program for perishable goods in
selected stores. The new store expansion and eighth distribution
center will also require additional investment in merchandise
inventories.

Capital spending plans, including store expansion, are con-
tinuously reviewed and are subject to change. Cash flow from
current operations is expected to be sufficient to meet planned
liguidity and capital resource needs, including store expansion
and other capital spending programs and any repurchase of
the Company's Common Stock. In addition, the Company has
available revolving credit facilities as discussed above.

On October 9, 2002, the Company announced that the Board
of Directors authorized the purchase of up to 5 million shares
of its outstanding Common Stack from time to time as market
conditions warrant. During the year ended August 30, 2003, the
Company purchased in the open market 2.2 million shares at a
cost of $65.9 million. On April 22, 2004, the Company announced
that the Board of Directors authorized the purchase of up to an
additional 5 million shares of its outstanding Common Stock
from time to time as market conditions warrant. During the year
ended August 28, 2004, the Company purchased 5.6 million shares
at a cost of $176.7 million, leaving 2 2 million shares authorized
to be purchased.
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Family Dollar Stores, Inc. and Subsidiaries

Management’s Discussion and maﬂysﬂS off
Financial Condition and Results of Operations (contnued)

The following table shows the Company's obligations and commitments, as of August 28, 2004, to make future payments under

contractual obligations (In thousands):

Payments Due During One Year Fiscal Period Ending

August August August August August
Contractual Obligations Total 2005 2006 2007 2008 2009 Thereafter
Merchandise letters of credit § 91360 $ 91360 S - S - S — 3 - 5 —
Operating leases 967,536 221,468 196,109 162,856 125,851 88,680 172,572
Construction obligations 41,326 41,326 — — — — —
Total Contractual Cash Obligations $1,100,222  $354,154  $196,109  $162,856  $125851  $88,680  $172,572

Most of the Cempany's operating leases provide the Company
with an option to extend the term of the lease at designated rates.

The following table shows the Company's other commercial
commitments as of August 28, 2004 (In thousands):

Total
Amounts
Other Commercial Commitments Committed
Standby letters of credit $70,000
Surety bonds 6,167
Total Commercial Commitments $76,167

At August 28, 2004, approximately $55.6 million of the merchan-
dise letters of credit are included in accounts payable on the
Company’s balance sheet. A substantial portion of the outstand-
ing amount of standby letters of credit and surety bonds (which
are primarily renewed on an annual basis) are used as surety for
future premium and deductible payments to the Company's
workers’ compensation and general liability insurance carrier.
The Company accrues for these liabilities as described in the
"Critical Accounting Policies” section of this discussion.

Recent Accounting Pronouncements

No new accounting pronouncements issued or effective during
the fiscal year have had or are expected to have a material
impact on the financial statements.

Critical Accounting Policies

Management believes the following accounting principles are
critical because they involve significant judgments, assumptions,
and estimates used in the preparation of the Company’s consol-
idated financial statements.

Merchandise Inventories:

Inventories are valued using the retail method, based on retail
prices less markon percentages, which approximates the lower
of first-in, first-out (FIFO) cost or market. The Company records
adjustment to inventory through cost of goods sold when retall
price reductions, or markdowns, are taken against on-hand
inventory. In addition, management makes estimates and
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judgments regarding, among other things, initial markuos,
markdowns, future demand far specific product categories and
market conditions, all of which can significantly impact inventory
valuation. If actual demand or market conditions are different
than those projected by management, additional markdowns
may be necessary. This risk is generally higher for seasonal
merchandise than for non-seasonal goods. The Company also
provides for estimated inventory losses for damaged, lost or
stolen inventory for the period from the physical inventory to
the financial statement date. These estimates are based on
historical experience and other factors,

Property and Equipment.

Property and equipment is stated at cost. Depreciation for
financial reporting purposes is being provided principally by
the straight-line method over the estimated useful lives of the
related assets. The valuation and classification of these assets and
the assignment of useful depreciable lives involves significant
judgments and the use of estimates. The Company generally
assigns no salvage value to property and equipment. Property
and equipment is reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount of
an asset may not be recoverable. Historically, impairment losses
on fixed assets have not been material to the Company’s
financial position and results of operations.

Insurance Liabilities:

The Company is primarily self-insured for health care, property
loss, workers' compensation and general liability costs. These
costs are significant primarily due to the large number of the
Company's retail locations and employees. The Company’s self-
insurance liabilities are based on the total estimated costs of
claims filed and estimates of claims incurred but not reported,
less amounts paid against such claims, and are not discounted.
Management reviews current and historical claims data in
developing its estimates. The Company also uses information
provided by outside actuaries with respect to workers’ compen-
sation and general liability claims. If the underlying facts and
circumstances of the claims change or the historical trend is not




indicative of future trends, then the Company may be required
to record additional expense or a reduction to expense which
could be material to the reported financial condition and results
of operations.

Forward-Looking Statements

Certain statements contained herein and elsewhere in this
Annual Report which are not historical facts are forward-looking
statements made pursuant to the safe harbor provisions of the
Private Securities Litigation Reform Act of 1995. These forward-
looking statements address the Company's plans and activities
or events which the Company expects will or may occur in the
future, such as future capital expenditures, store openings,
closings, renovations, expansions and relocations, additional
distribution facilities, sales, cost of sales, expenses, inventory
levels, the outcome of legal proceedings and other aspects of
the Company's business and operations. A number of important
factors could cause actual results to differ materially from those
expressed in any forward-looking statements, whether written or
oral, made by or on behalf of the Company. Such factors include,
but are not limited to, competitive factors and pricing pressures,
general economic conditions, the impact of acts of war or
terrorism, changes in consumer demand and product mix,

unusual weather that may temporarily impact sales, inflation,
merchandise supply constraints, general transportation or
distribution delays or interruptions, dependence on imports,
changes in currency exchange rates, trade restriction, tariffs,
quotas and freight rates, availability of real estate, costs and
delays associated with building, opening and operating new
distribution facilities and stores, costs, potential problems and
achievement of results associated with the implementation of
new programs, systems and technology, including supply chain
systems, store technology, cooler installations and urban initiative
programs, changes in food and energy prices and the impact
on consumer spending and the Company's costs, legal proceed-
ings and claims, changes in shrinkage, changes in health care
and other insurance costs, and the effects of legislation on wage
levels and entitlement programs. Consequently, all of the forward-
loaking statements made are qualified by these and other
factors, risks and uncertainties. Readers are cautioned not to
place undue reliance on these forward-looking statements,
which speak only as of the date of this Annual Report. The Company
does not undertake to publicly update or revise its forward-
locking statements even if experience or future changes make

it clear that projected results expressed or implied in such
statements will not be realized.

Family Dollar Stores, Inc. and Subsidiaries

Market Price and Dividend Information

Famity Dollar's Common Stock is traded on the New York Stock Exchange under the ticker symbol FDO. At November 1, 2004, there
were approximately 2,305 holders of record of the Common Stock. The accompanying tables give the high and low sales prices of the
Common Stock and the dividends declared per share for each quarter of fiscal 2004 and 2003.

Market Prices and Dividends

2004 High Low Dividend 2003 High Low Dividend
First Quarter $44.13  $38.10 $.07% First Quarter §3245  $23.75 $.06%
Second Quarter 39.66 32.00 08% Second Quarter 32.30 2743 07%
Third Quarter 3873 26.51 08% Third Quarter 36.59 25.46 7%
Fourth Quarter 34.00 25.09 08% Fourth Quarter 4046 35.55 07%
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Report of Hmd@p@d@m Registered Public Accounting Firm

To the Board of Directors and Shareholders
of Family Dollar Stores, Inc::

In our opinion, the accompanying consolidated balance sheets
and the related consolidated statements of income, of share-
holders’ equity and of cash flows present fairly, in all material
respects, the financial position of Family Dollar Stores, Inc. and
its subsidiaries at August 28, 2004 and August 30, 2003, and the
results of their operations and their cash flows for each of the
three years in the period ended August 28, 2004 in conformity
with accounting principles generally accepted in the United
States of America. These financial statements are the responsi-
bility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our
audits. We conducted our audits of these statements in accord-
ance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we
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plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

%W"W LLP

November 2, 2004
Charlotte, North Carolina




Family Dollar Stores, Inc. and Subsidiaries

Consolidated Statements of Income

August 28, August30, August 31,

Years Ended (in thousands, except per share amounts) 2004 2003 2002
Net sales $5,281,888  $4,750,171  $4,162,652
Costs and expenses.
Cost of sales 3,496,278 3,145,788 2,766,733
Selling, general and administrative 1,371,395 1,214,658 1,054,298
Cost of sales and operating expenses 4,867,673 4,360,446 3,821,031
Income before income taxes 414,215 389,725 341,621
Income taxes (Note 5) 151,530 142,250 124,692
Net income $ 262,685 S 247475 S 216,929
Net income per common share—basic (Note 9) $ 154 § 144§ 1.26
Average shares—basic (Note 9) 170,770 172,346 172,800
Net income per common share—diluted (Note 9) $ 153 ¢ 143§ 1.25
Average shares—diluted (Note 9) 171,624 173,354 174,049

The accompanying notes are an integral part of the consolidated financial statements.
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Family Dollar Stores, Inc. and Subsidiaries
Consolidated Balance Sheets

August 28, August 30,

{In thousands, except share amounts) 2004 2003
Assets
Current assets:
Cash and cash equivalents $ 149,602 S 206,731
Merchandise inventories 980,124 854,370
Deferred income taxes (Note 5) 77,341 61,769
Income tax refund receivable (Note 5) 1,304 —
Prepayments and other current assets 16,937 33,622
Total current assets $1,225,308 $1,156,492
Property and equipment, net (Note 2) 926,514 812,123
Other assets 15,600 17,080

$2,167,422  $1985695

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable S 476144 § 401,799
Accrued liabilities (Note 4) 237,407 192,861
Income taxes payable (Note 5) — 671
Total current ligbilities 713,551 595,331
Deferred income taxes (Note 5) $ 93471 § 79395

Commitments and contingencies (Note 7)

Shareholders’ equity (Notes 8 and 9):
Preferred stock, $1 par; authorized and unissued 500,000 shares
Common Stock, $.10 par; authorized 600,000,000 shares; issued 187,671,318 shares 18,767 18,691
at August 28, 2004 and 186,909,993 shares at August 30, 2003, and outstanding
167,396,998 shares at August 28, 2004 and 172,208,710 shares at August 30, 2003
Capital in excess of par 106,853 87,457
Retained earnings 1,522,208 1,315,600

1,647,828 1421748

Less Common Stock held in treasury, at cost (20,274,320 shares at August 28, 2004
and 14,707,283 at August 30, 2003) 287,428 110,779

1,360,400 1,310,969
$2,167,422  $1,985,695

The accompanying notes are an integral part of the consolidated financial statements.
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Family Dollar Stores, Inc. and Subsidiaries

Consolidated Statements of Shareholders’ Equity

Years Ended August 28, 2004, August 30, 2003 and August 31, 2002
(In thousands, except per share and share amounts)

Common
stock

Capitalin
excess Retained  Treasury
of par earnings stock

Balance, August 31, 2001
(184,538,593 shares common stock: 12,502,954 shares treasury stock)

Net income for the year

Issuance of 1,292,308 common shares under employee stock option plan,
including tax benefits (Note 8)

Issuance of 1,288 shares of treasury stock under the Family Dollar 2000
outside directors plan

Less dividends on common stock, $.25%: per share

$18,454

129

$ 40318 § 945192 $ 44,949
216,929

22,941

35 (5)
(44,106)

Balance, August 31, 2002
(185,830,901 shares common stock; 12,501,666 shares treasury stock)

Net income for the year

Issuance of 1,079,092 common shares under employee stock option plan,
including tax benefits (Note 8)

Purchase of 2,202,200 common shares for treasury

issuance of 2,583 shares of treasury stock under the Family Dollar 2000
outside directors plan

Less dividends on common stock, $.29 per share

18,583

108

63,294 1,118,015 44,944
247 475

24,098

65 (16)
(49,890)

Balance, August 30, 2003
(186,909,993 shares common stock; 14,701,283 shares treasury stock)

Net income for the year

Issuance of 761,325 common shares under employee stock option plan,
including tax benefits (Note 8)

Purchase of 5,576,100 common shares for treasury

Issuance of 3,063 shares of treasury stock under the Family Dollar 2000
outside directors plan

Less dividends on common stock, $.33 per share

18,691

76

87457 1315600 110,779
262,685

19,318
176,674

78 (25)
(56,077)

Balance, August 28, 2004
(187,671,318 shares common stock; 20,274,320 shares treasury stock)

$18,767

$106,853  $1522,208  $287,428

The accompanying notes are an integral part of the consolidated financial statements.
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Family Dollar Stores, Inc. and Subsidiaries

Consolidated Statements of Cash Flows

August 28, August 30, August 31,

Years Ended (In thousands) 2004 2003 2002
Cash flows from operating activities:
Netincome $262,685 $247475  $216929

Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and amortization 97,883 88,315 77,015
Deferred income taxes (1,496) (1,325) 12,499
Tax benefit from stock option exercises 4,476 6,815 10,123
Loss on disposition of property and equipment 4,311 3,905 2,287
Changes in operating assets and liabilities:
Merchandise inventories (125,754) (87,739) (45,071)
Income tax refund receivable (1,304) 6,469 (1,533)
Prepayments and other current assets 16,685 (21,069) 2,478
Other assets 1,480 {3,937) (1,542)
Accounts payable and accrued liabilities 117,569 62,233 139,541
Income taxes payable (671) 671 -

375,864 301,813 412,726

Cash flows from investing activities:
Capital expenditures (218,135)  (219,777)  (186,687)
Proceeds from dispositions of property and equipment 1,550 1,051 2,647

(216,585)  (218726) (184,040

Cash flows from financing activities:

Net (purchases)/reissuance of stock for treasury (176,649) (65,835) 5
Proceecis from exercise of stock options 14,996 17 456 12,982
Payment of dividends (54,755) (48,242} (43161)
(216,408) (96,621) (30,174)

Net increase (decrease) in cash and cash equivalents (57,129) (13,534) 198,512
Cash and cash equivalents at beginning of year 206,731 220,265 21,753
Cash and cash equivalents at end of year $149,602 $206,731  $220,265

Supplemental disclosures of cash flow information:
Purchases of property and equipment awaiting processing

for payment, included in accounts payable $ 14272 $ 15077 § 12930
Interest paid — — 158
Income taxes paid 150,525 129,619 103,601

The accompanying notes are an integral part of the consolidated financial statements
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Family Dollar Stores, Inc. and Subsidiaries

Notes to Consolidated Fimancial Statements

Years Ended August 28, 2004, August 30, 2003 and August 31, 2002

1. Description of Business and Summary of Significant
Accounting Policies:

Description of business:

The Company operates a chain of neighborhood retail discount
stores in 44 contiguous states in the Northeast, Southeast, Midwest
and Southwest. The Company manages its business on the basis
of one reportable segment. The Company's products include
hardlines merchandise such as household products, health and
beauty aids and snack and other food, and softlines merchan-
dise such as clothing, shoes and domestic items.

Principles of consolidation:

The consolidated financial statements include the accounts of
the Company and its subsidiaries, all of which are wholly owned.
All significant intercompany balances and transactions have
been eliminated.

Cash equivalents:

The Company considers all highly liguid investments with an
original maturity of three months or less to be cash equivalents.
The carrying amecunt of the Company's cash equivalents approxi-
mates fair value due to the short maturities of these investments
and consists primarily of money market funds, US. government
agency securities and tax-exempt notes and bonds. The Company
maintains cash depasits with major banks which from time to
time may exceed federally insured limits. The Company periodi-
cally assesses the financial condition of the institutions and
believes that the risk of any loss is minimal.

Merchandise inventories:

Inventories are valued using retail prices less markon percent-
ages, and approximate the lower of first-in, first-out (FIFO) cost
or market.

Property and equipment:

Property and equipment is stated at cost. Depreciation for
financial reporting purposes is being provided by the straight-
line method over the estimated useful lives of the related assets.

Estimated useful lives are as follows:

Buildings and building improvements 10-40 years
Furniture, fixtures and equipment 3-10 years
Transportation equipment 3-10 years
Leasehold improvements 5-10 years

The Company capitalizes certain costs incurred in connection
with developing, obtaining and implementing software for internal
use. Capitalized costs are amortized over the expected economic
life of the assets, generally ranging from five to eight years

Praperty and equipment is reviewed for impairment when-
ever events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable.

Revenues:

The Company recoghizes revenue, net of returns, at the time
the customer tenders payment for and takes possession of the
merchandise.

Insurance fiabilities:

The Company is primarily self-insured for health care, property
loss, workers’ compensation and general liability costs. These
liabilities are based on the total estimated costs of claims filed
and estimates of claims incurred but not reported, less amounts
paid against such claims, and are not discounted.

Advertising costs:

Advertising costs, net of co-op recoveries from vendors, are
expensed the first time the advertising is run. Net advertising
expense amounts were not material in fiscal 2004, 2003 and 2002.

Vendor allowances:

In January 2003, the Emerging Issues Task Force (“EITF") issued
EITF 02-16, "Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor” Under this EITF,
cash consideration received from a vendor is presumed to be a
reduction of the purchase cost of merchandise and should be
reflected as a reduction of cost of sales or revenue unless it can
be demonstrated this offsets an incremental expense, in which
case it can be netted against that expense. The provisions of this
consensus have been applied prospectively. The adoption of
EITF 02-16 in the third quarter of fiscal 2003 did not have a material
impact on the Company's financial position or results of operations.

Store opening and closing costs:

The Company charges pre-opening Costs against operating
results when incurred. For properties under operating lease
agreements, the present value of any remaining liability under
the lease, net of expected sublease and lease termination
recoveries, is expensed when the closing has occurred.

Selling, general and administrative expenses:
Buying, warehousing and occupancy costs, including deprecia-
tion, are included in selling, general and administrative expenses,

Income taxes:

The Company records deferred income tax assets and liabilities
for the expected future tax consequences of temporary differ-
ences between the financial reporting bases and the income tax
bases of its assets and liabilities.
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Family Dollar Stores, Inc. and Subsidiaries

Notes to Consolidated Financial Statements (ontinued)

Years Ended August 28, 2004, August 30, 2003 and August 31, 2002

Stock options:

The Company accounts for stock-based compensation using the
intrinsic value method prescribed in Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,” and
related Interpretations. The exercise price of options awarded
under the Company'’s nongualified stock option plan has been
equal to the fair market value of the underlying Common Stock
on the date of grant. Accordingly, no compensation expense has
been recognized for options granted under the plan. Income tax
benefits attributable to stock options exercised are credited to
capital in excess of par.

The Company utilizes the disclosure-only provisions of State-
ment of Financial Accounting Standards No. 148, “Accounting for
Stock-Based Compensation—Transition and Disclosure.” If compen-
sation cost for the Company's stock-based compensation plan
had been determined based on fair value at the grant date for
awards under this plan consistent with the methodology prescribed
under this statement, net income and net income per share
would have been reduced to the pro forma amounts indicated
in the table below (In thousands, except per share amounts):

August 28, August 30,  August 31,
2004 2003 2002
Net income—as reported $262,685 $247,475 $216,929
Pro forma stock-based
compensation cost (8,062) {5,988) (4,280)
Net income—pro forma $254,623 $241,487 $212,649
Net income per share—
asreported
basic $ 154 S 144 $ 126
diluted $ 1.53 S 143 § 125
Net income per share—
pro forma
basic $ 1.49 $ 140 S 123
diluted $ 148 $ 139 $ 122
Fiscal year:

The Company's fiscal year generally ends on the Saturday closest
to August 31.

Use of estimates:

The preparation of the Company's consolidated financial
statements, in conformity with accounting principles generally
accepted in the United States of America, requires management
to make estimates and assumptions. These estimates and assump-
tions affect the reported amounts of assets and liabilities, the
disclosure of contingent assets and liabilities at the date of the
financial statements, and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ
from these estimates.
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Reclassifications:
Certain reclassifications of the fiscal 2002 and fiscal 2003 amounts
have been made to conform to the fiscal 2004 presentation.

2. Property and Equipment:

August 28,  August 30,

(In thousands) 2004 2003
Buildings and building improvements $ 390,363 S 335882
Furniture fixtures and equipment 669,011 616,159
Transportation equipment 60,289 57,203
Leasehold improvements 202,569 173,494
Construction in progress 59,453 20,074
1,381,685 1,202,812

Less accumulated depreciation

and amortization 517,301 435,182
864,384 767,630
Land 62,130 44,493
$ 926514 S 812,123

3. Revolving Credit Facilities and Short-Term Borrowings:
The Company has unsecured revolving credit facilities with banks
for short-term borrowings of up to $200 million. One hundred
million dollars of the facilities expires on May 26, 2005, and the
remaining $100 million expires on May 31, 2009. The Company
expects that the facilities expiring on May 26, 2005, will be extended.
Borrowings under these facilities are at a variable interest rate
based on short-term market interest rates.

Interest expense, average and maximum borrowings outstand-
ing and interest rates for each of the three years in the period
ended August 28, 2004 were as follows (in thousands):

2004 2003 2002
Interest expense - - § 158
Average borrowings outstanding — — $ 5800
Maximum month-end outstanding — —  $42500
Interest rates at year-end N/A  N/A N/A
Daily weighted average interest rates N/A  N/A 2.7%
4. Accrued Liabilities:

August 28, August 30,
{In thousands) 2004 2003
Compensation $ 46,066 $ 43,880
Self-insurance reserves 124,343 89,773
Taxes other than income taxes 36,436 35,077
Other 30,562 24,131

$237,407 $192,861




5. Income Taxes:

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and deferred tax liabilities as of
August 28, 2004 and August 30, 2003 were as follows (In thousands):

August 28,  August 30,

2004 2003
Deferred income tax liabilities:
Excess of book over tax basis of property and equipment $93,471 $79,395
Deferred income tax assets:
Excess of tax over book basis of inventories $17,019 $18,280
Currently nondeductible accruals for:
Self-insurance 47,723 34,571
Compensation 7,137 5,018
Other 5,462 3,900
Total deferred income tax assets $77.34 $61,769

The provisions for income taxes in each of the three years in the period ended August 28, 2004 were as follows (In thousands):

2004 2003 2002
Current;
Federal $138,508 $130,923 $103,210
State 14,518 12,652 8,983
153,026 143575 112193
Deferred:
Federal (1,139) (1,469) 11,839
State (357) 144 660
(1,496) (1,325) 12,499
Total $151,530  $142250  $124,692

The following table summarizes the components of income tax expense in each of the three years in the period ended August 28,
2004 (In thousands):

2004 2003 2002
% % %
Incometax ofpre-tax Incometax ofpre-tax Incometax  of pre-tax
expense income expense income expense income
Computed “expected" federal income tax $144,975 35.0 $136,404 350 $119,567 35.0
State income taxes, net of federal income tax benefit 9,519 2.3 8,290 2.1 6,363 19
Other (2,964) (0.7) (2,444) (0.6) (1,238) (0.4)
Actual income tax expense $151,530 36.6 $142,250 36.5 $124,692 36.5
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Notes to Consolidated Financial Statements (continuedy

Years Ended August 28, 2004, August 30, 2003 and August 31, 2002

6. Employee Benefit Plans:

Incentive compensation plan:

The Company has an incentive profit-sharing plan whereby, at
the discretion of the Board of Directors, the Company may pay
certain employees and officers an aggregate amount not to
exceed 5% of the Company’s consolidated income before income
taxes. Expenses under the profit-sharing plan were $5.5 million in
fiscal 2004, $7.3 million in fiscal 2003 and $6.3 million in fiscal 2002.

Compensation deferral plans:

The Company has a voluntary compensation deferral plan, under
Section 401(k) of the Internal Revenue Code, available to eligible
employees. At the discretion of the Board of Directors, the Company
makes contributions to the plan which are allocated to partici-
pants, and in which they become vested, in accordance with
formulas and schedules defined by the plan. Company expenses
for contributions to the plan were $2.7 million in fiscal 2004, $2.3
million in fiscal 2003 and $2.0 million in fiscal 2002. In fiscal 2003,
the Company adopted a deferred compensation plan to provide
certain key management employees the ability to defer a portion
of their base compensation and bonuses. The plan is an unfunded
nongualified plan. The deferred amounts and earnings thereon

are payable to participants, or designated beneficiaries, at
specified future dates, upon retirement or death. The Company
does not make contributions to this plan or guarantee earnings.

7. Commitments and Contingencies:

Operating leases:
Except for its executive offices and primary distribution centers,
the Company generally conducts its operations from leased
facilities. Normally, store real estate leases are for initial terms of
fram five to ten years with multiple renewal options for additional
five-year periods. Certain leases provide for contingent rental
payments based upon a percentage of store sales. The Company
also has long-term leases for equipment generally with lease
terms of five years or less.

Rental expenses on all operating leases, both cancellable and
non-cancellable, for each of the three years in the period ended

August 28, 2004 were as follows (In thousands)

2004 2003 2002
Minimum renta's, net of minor
sublease rentals $234,762  $207,732  $180,318
Contingent rentals 4,722 5,134 5,054
$239,484 $212.866  $185372

The following table shows the Company's obligations and commitments as of August 28, 2004 to make future payments under
contractual obligations, including future minimum rental payments required under operating leases that have initial or remaining

non-cancellable lease terms in excess of one year (In thousands):

Payments Due During One Year Fiscal Period Ending

August August August August August
Contractual Obligations Total 2005 2006 2007 2008 2009 Thereafter
Merchandise letters of credit $ 91360 $ 91360 $ - S - S - S - S —
Operating leases 967,536 221468 196,109 162,856 125,851 88,680 172,572
Construction obligations 41,326 41,326 — — — - —
Total Contractual Cash Obligations $1,100,222  $354,154  $196,109  $162,856  $125581  $88,680 $172,572

Most of the Company's operating leases provide the Company with an option to extend the term of the lease at designated rates.
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The following table shows the Company’s other commercial
commitments as of August 28, 2004 (In thousands):

Total
Amounts
Other Commercial Commitments Committed
Standby letters of credit $70,000
Surety honds 6,167
Total Commercial Commitments $76,167

At August 28, 2004, approximately $55.6 million of the merchan-
dise letters of credit are included in accounts payable on the
Company’s balance sheet. A substantial portion of the outstand-
ing amount of standby letters of credit and surety bonds (which
are primarily renewed on an annual basis) are used as surety for
future premium and deductible payments to the Company's
workers’ compensation and general liability insurance carrier.
The Company accrues for these future payment liabilities based
on the total estimated costs of claims filed and claims incurred
but not reported, and are not discounted.

Litigation:

On January 30, 2001, Janice Morgan and Barbara Richardson,
two individuals who have held the position of Store Manager
for subsidiaries of the Company, filed a Complaint against the
Company in the United States District Court for the Northern
District of Alabama. Thereafter, pursuant to the Court's ruling,
notice of the pendency of the lawsuit was sent to approximately
13,000 current and former Store Managers holding the position
on or after July 1,1999. Based on currently available information,
approximately 2,550 of those receiving such notice filed consent
forms and joined the lawsuit as plaintiffs, including approxi-
mately 2,300 former Store Managers and approximately 250
current employees.

Pursuant to the Company’s motion, the Court dismissed
approximately 2,200 plaintiffs for failure to respond to discovery.
Plaintiffs asked the Court to reconsider and the Court reinstated
a number of those plaintiffs. The Court also ruled that plaintiffs
who failed to produce certain records by a deadline would be
dismissed. The total number of plaintiffs allowed to remain as
parties remains unsettled and in dispute. Subject to the Court's
future rulings, approximately 990 of the approximately 2,550
original plaintiffs have been dismissed and the Company currently
believes that an additional approximately 450 plaintiffs should
ultimately be dismissed given the present rulings from the Court.

The case has proceeded as a collective action under the Fair
Labor Standards Act {"FLSA"). The Complaint alleges that the
Company violated the FLSA by classifying the plaintiffs and other
similarly situated current and former Store Managers as “exempt”
employees who are not entitled to overtime compensation.
Plaintiffs seek to recover unpaid overtime compensation, prejudg-
ment interest, liquidated damages, an award of attorneys’ fees,
costs and expenses, and such other relief as the Court may
deem proper. Discovery is complete, but no trial date is set. The
Company's motion to decertify the case from treatment as a
collective action is under submission for the Court’s considera-
tion, as is the plaintiff's motion for summary judgment with respect
to 34 of the plaintiffs based on arguments regarding the number
of employees supervised during the relevant time period

In general, the Company believes that the Store Managers are
"exempt” employees under the FLSA and have been properly
compensated, that this action should not proceed as a collective
action and that the Company has meritorious defenses that
should enable it to ultimately prevail. However, the outcome of
any litigation is inherently uncertain. The Company bears the
burden of proof at trial of establishing its entitlement to the
exemption from the overtime requirements of the FLSA, and no
assurances can be given that the Company will be successful in
defending this action. The nature of this action and its present
procedural posture mean that future rulings by the Court on
both substantive and procedural motions and issues, including
those now under submission, may significantly impact the course
and outcome of these proceedings. Thus, those rulings may
greatly affect the Company's efforts to establish the exempt
status of the plaintiff Store Managers. Resolution of this matter
could have a material adverse effect on the Company's financial
position, tiquidity or results of operation.

The Company is involved in numerous other legal proceed-
ings and claims incidental to its business, including litigation
related to alleged failures to comply with various state and
federal employment laws. While the ultimate outcome cannot be
determined, the Company currently believes that these proceed-
ings and claims, both individually and in the aggregate, should
not have a material adverse effect on the Company's financial
position, liquidity or results of operations. However, the outcome
of any litigation is inherently uncertain and, if decided adversely
to the Company, the Company may be subject to liability that
could have a material adverse effect on the Company's financial
position, liguidity or results of operations.
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Notes to Consolidated Financial Statements (continued)

Years Ended August 28, 2004, August 30, 2003 and August 31, 2002

8. Employee Stock Option Plan:

The Company's nonqualified stock option plan provides for the
granting of options to key employees to purchase shares of
Common Stock at prices not less than fair market value on the
date of the grant. Options are exercisable to the extent of 40%
after the second anniversary of the grant, an additional 30%
annually on a cumulative basis, and expire five years from the
date of the grant.

If the provisions of SFAS No. 123 expensing had been applied,

the Company's net income and net income per common share
would have been impacted as summarized in the discussion of
the Company’s stock option accounting policy in Note 1.

The average fair value of options granted during fiscal 2004,
2003 and 2002 is $11.47, $9.14 and $8.61 per share, respectively.

The fair value of each option grant is estimated on the date of
grant using the Black-Scholes option-pricing model with the
following assumptions:

August 30, August 31,  September 1,
2004 2003 2002

Expected dividend yield .75% 89% 1.03%
Expected stock price

volatility 36.49% 41.54% 44.31%
Weighted average risk-free

interest rate 3.06% 2.74% 3.99%
Expected life of options

(years) 35 35 35

These assumyptions are evaluated and revised, as necessary, to
reflect market conditions and experience.

The summary of the status of the Company’s stock-based compensation plan as of August 28, 2004, August 30, 2003 and
August 31, 2002, and changes during the years then ended were as follows (In thousands, except per share amounts):

Options Range of Option Weighted Average
Outstanding Prices Per Share Exercise Price
Balance, September 2, 2001 4,386 $ 5581053025 $15.44
Granted 1,475 242510 3550 25.02
Exercised (1,292) 55810 24.75 10.02
Cancelled (158) 11.38t0 34.75 20.42
Balance, August 31, 2002 4,411 $1138t0$35.50 $20.05
Granted 1,793 24.75t0 39.00 2899
Exercised (1,079) 11.38to 27.75 16.11
Cancelled (124) 15.00to 37.50 2495
Balance, August 30, 2003 5,001 $14.7510$39.00 $23.99
Granted 2,036 26.00to 44.00 39.56
Exercised (761) 147510 31.25 19.60
Cancelled (320) 16.00t0 4225 30.55
Balance, August 28, 2004 5,956 $14.75 10 544.00 $29.52
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AL August 28, 2004, August 30, 2003 and August 31, 2002, options for 1.2 million, 1.0 million and 1.5 million shares were exercisable,
respectively. The following table summarizes information about stock options outstanding at August 28, 2004 (In thousands, except

per share amounts):

Options Outstanding

Options Exercisable

Number Weighted Average Number
Range of Qutstanding Remaining Weighted Average Exercisable Weighted Average
Exercise Prices at 8/28/04 Contractual Life Exercise Price at 8/28/04 Exercise Price
$147510$24.49 2,206 1.43 years $21.09 1,179 $20.09
2450to 3449 1,910 324 28.75 52 28.87
3450to 44.00 1,840 4.07 40.43 8 3498
$14.7510 $44.00 5,956 2.83 years $29.52 1,239 $20.55

At August 28, 2004, August 30, 2003 and August 31, 2002, shares available for granting of stock options under the Company's stock
option plan were 5.5 million, 7.2 million and 2.9 million shares, respectively.

9. Common Stock:
Basic net income per common share is computed by dividing
net income by the weighted average number of shares outstand-
ing during each period. Diluted net income per common share
gives effect to all securities representing potential common
shares that were dilutive and outstanding during the period. The
exercise prices for certain of the outstanding stock options that
the Company has awarded exceed the average market price
of the Company’s Common Stock. Such stock options are anti-
dilutive and were not included in the computation of diluted
net income per common share. In the calculation of diluted net
income per common share, the denominator includes the number
of additional common shares that would have been outstanding
if the Company’s outstanding stock options had been exercised.
On October 9, 2002, the Company announced that the Board
of Directors authorized the purchase of up to 5 million shares
of its outstanding Common Stock from time to time as market
conditions warrant. During the year ended August 30, 2003, the
Company purchased in the open market 2.2 million shares at a
cost of $65.9 million. On April 22, 2004, the Company announced
that the Board of Directors authorized the purchase of up to an
additional 5 million shares of its cutstanding Common Stock from
time to time as market conditions warrant. During the year ended
August 28, 2004, the Company purchased 5.6 million shares at

a cost of $176.7 million, leaving 2.2 million shares authorized to
be purchased.

The following table sets forth the computation of basic and
diluted net income per common share (In thousands, except per
share amounts):

August 28,  August 30, August 31,
2004 2003 2002

Basic net income per share:
Net income $262,685 $247 475 §216,929
Weighted average number of

shares outstanding 170,770 172,346 172,800
Net income per common

share—basic $ 154 S 144 $ 126
Diluted net income per share:
Netincome $262,685 $247 475 $216,929
Weighted average number of

shares outstanding 170,770 172,346 172,800
Effect of dilutive securities—

stock options 854 1,008 1,249
Average shares—diluted 171,624 173,354 174,049
Net income per common

share—diluted $ 153 $ 143 S 125
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10. Unaudited Summaries of Quarterly Results:

First Second Third Fourth
(In thousands, except per share.amounts) Quarter Quarter Quarter Quarter
2004
Net sales $1,244,683  $1,402,798 $1,310,159  $1,324,248
Gross margin 431,325 473814 457,376 423,095
Net income 64,452 81441 73,810 42,982
Net income per common share* S 37 S 47 S 43 S 26
2003
Net sales $1,108637  $1,256,183  $1,176877  $1,208474
Gross margin 380,832 417 521 408,382 397,648
Net income 57,478 72,715 69,605 47,677
Net income per common share* S 33 s 42 S 40 S 28
2002
Net sales $ 977133 $1,105165  $1,022,082  $1,058,272
Gross margin 334,413 364,745 355,347 341,414
Netincome 50,207 63,768 61,060 41,894
Net income per commaon share* S 29 S 37 S 35 S 24

* Figures represent diluted earnings per share.

11. Related Party Transactions:

The Company purchased a variety of merchandise in the ordinary
course of business from entities owned or represented by non-
employee family members of the Company’s former Chairman
of the Board and the current Chairman of the Board and Chief
Executive Officer. These transactions totaled approximately
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$1.2 million, $17.8 million and $11.3 million in fiscal 2004, 2003 and
2002, respectively. The Company also leased space in a building
for storing merchandise from an entity in which the former
Chairman of the Board and his brother each owns a 50% interest.
Atotal of $171,470 in rent was paid in fiscal 2002. The term of this
lease expired on April 30, 2002, and was not renewed.
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